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ADVANCE LETTER ON 



GENERAL BUSINESS CONDITIONS 

February 75, ig2I 

(The Date Refers to the Day of Final Revision) 



The Index 

THE movements in January of the curves of our 
Index Chart reveal cross currents in speculation, 
business, and banking that indicate nothing definite 
concerning the time or extent of a revival of business 
activity. Previous movements of the curves, however, 
indicate that a revival of only moderate volimie will 
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Compared with the recessions in November and Decem- 
ber, which were 13 per cent and 7 per cent respectively, 
this reflects very encouraging progress in commodity 
liquidation, and gives grounds for believing that the end 
of the long-continued decline of prices is in sight. 

With respect to volume, business presents a less cheer- 
ful aspect. Bank clearings outside New York City were 
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INDEX CHAKT. The items locatmg curves A, B, and C all refer to eomphle talendar months and the points are plotted in the middle of the spaces aUotted to the months. 



Explanation: Each of the three curves on the Index Chart h obtained by 
averaging a group of statistical series, each group being composed of series 
homogeneous in character; i.e., when corrected for the seasonal influence 
and normal growth, the series of each group move in the same direction (up- 
ward or downward) at the same time. The series were all expressed in com- 
parable units before averages were taken. 

Our interpretation of the fluctuations of the three curves of the current 
index chart is based upon the relationship which was discovered among simi- 
lar curves for the period 1903-14. All three curves had wave movements, but 
the upward swings and the crests of the waves were not reached simultane- 
ously. The major movements of speculation preceded those of business by 
4 to 10 months, and the movements of business preceded those of banking by 
2 to 8 months. The sequence of movements holding for upward swings and 
crests also held for downward swings and troughs. 

The persistent decline of curve A and the equally persistent rise of curve 

develop during the coming spring. Speculative markets 
in February have been very inactive, money rates are 
practically unchanged, while the dominant note in busi- 
ness is still caution. 

In January curve B, representing business, again 
dropped sharply. This change is due to a decUne of 2.3 
per cent in wholesale prices and 11 per cent decUne in 
the volume of outside bank clearings. 

Business 

Bradstreet's index nimiber for February i was $12.37, 
a decrease of 2.3 per cent from the index for January i. 



C, both movements beginning in November 1919, forecasted that a decline of 
business activity and commodity prices, curve B, would be inaugurated in 
the spring of 1920. In fact business unsettlement was noticeable in April 
and it has increased since that month while various indices of commodity 
prices have receded since May. The existence of the federal reserve system 
and the action of the banks in increasing rates and restricting credit made 
it appear very unlikely that the business readjustment indicated by the 
index chart would be accompanied by a financial panic. At this writing, 
we have passed the time in the business cycle when a financial panic would 
have occiured, if we were to have one. 

Finally, the decUne of curve Cfrom the crest reached last summer and the halt 
in the rapid decline of curve A beginning in July igzo, indicate that the reces- 
sion of business, curve B, now in progress will end in the spring of 1921. The 
prospect for the next two months is a slowing down in the decUne of wholesale 
commodity prices, an easier money market, and increasing security prices. 

1,496 millions in January, compared with 1,674 millions 
in December. In pre-war years January clearings were 
usually between one and two per cent above December 
clearings. Not too much emphasis, however, should be 
put on this development. It is a normal phenomenon at 
this stage of the business cycle. The heavy liquidation 
which has been forcing down commodity prices is, 
apparently, largely at an end; but buyers in certain 
lines believe that further concessions are to be gained by 
holding off a while longer. 

The following table giving the figures for bank clear- 
ings for various sections of the country shows that the 
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drop in January was somewhat less, relatively, in the 
Middle West and Southern states. This would seem to 
indicate that the slow moving of the crops, which here- 
tofore has depressed the clearings of these sections below 
the average, is becoming a less serious factor. Evidence 
from other sources confirms this interpretation. Live- 
stock, however, except hogs, is moving slowly and at 
considerable loss. 

Outside Clearings: Actual Figures 
{Unit: $1,000,000) 

March Decembet Janiuiy Pocentage 

Section igao igso 1931 Jan. to Dec. 

Middle* 3,871 3,971 3,478 87.6 

New England 1,852 1,771 1,556 87.9 

Middle West 5,468 4,579 4,179 91.3 

Pacific 1,810 1,721 1,546 89.8 

Other West 2,722 2,003 i>76i 87.9 

Southern 3,185 2,698 2,445 90.6 

Total 18,908 16,743 14,964 89.4 

* Excluding New York City. 

There are indications that the necessity for price re- 
adjustment is making itself felt in lines that have 
hitherto been least affected. According to Bradstreet's 
latest figures the "Building materials" group is now 
lower than it was a year ago. Certain kinds of lumber, 
notably yellow pine, appear to be chiefly responsible for 
this trend, but of late other commodities in this group 
have shown signs of weakening. High labor costs, how- 
ever, together with continued firmness in certain mate- 
rials, still keep total building costs out of line with 
general conditions. In the iron and steel trades there 
are also evidences of imeasiness: price-cutting by the 
independent producers with dullness and threatened 
competition in the export trade. 

Banking 

Developments in the money market since the end of 
January have resulted in practically no net change in 
rates. Call money in New York rose to 9 per cent on 
February 3, but was down to 7 per cent a week later 
with some transactions reported on more favorable 
terms. Commercial rates appear to have been un- 
affected by these changes. Nevertheless we are of the 
opinion that the credit situation has done more than 
merely mark time. Not only has the feeling of appre- 
hension steadily lessened, as bankers have begun to 
clear up their slow loans, but a very large volume of new 
securities has been absorbed in our market without any 
hardening of money rates. These issues of securities, it 
is true, will ultimately constitute a demand on our long- 
time loan fund, but for the time being the purchase of 
them by dealers and even by investors is effected to a 
considerable extent by means of bank loans. That these 
additional demands on our credit resources have been 
borne as well as they have is an encomraging sign of 
growing strength. 



The Use of Bank Credit in Business 
AND Speculation 

A study of the relationships during the period 1903-14 
among (i) the aggregate loans and discounts of aU 
national banks except New York City, (2) business 
activity as shown by curve B of the Index Chart, (3) the 
aggregate loans and discounts of New York Clearing 
House banks, and (4) speculation as shown by the 
average price of industrial stocks will appear in the 
February Review. Some striking correlations have 
been discovered. Although the operations of the federal 
reserve system since its organization in 1913 have un- 
doubtedly affected the pre-war relations between New 
York banks and outside banks, and therefore between 
business and speculative activity, it is hkely that the 
effect is one of alteration rather than of discontinuance 
of former relations. The leading conclusions of the 
study are summarized in this Letter. 

The relationships discovered for business cycles of the 
period 1903-14 are the following: First, total loans and 
discoimts of all national banks outside of New York 
City and total loans, discounts and investments of New 
York City Clearing House banks both fluctuate in well 
marked cycles. The cyclical movements of the two 
series, however, are inverse, i.e., an increase in the loans 
of outside banks is a signal for a decrease in loans of New 
York banks. Second, the cyclical movements of the 
loans of outside banks are almost identical with those 
of business activity as shown by curve B of our Index 
chart. Third, the cyclical movements of the loans of 
New York banks are the inverse of the movements of 
business, i. e., when business is depressed New York 
loans are large and when business is active New York 
loans are small. Fourth, New York loans increase most 
rapidly just after a period of liquidation in business. 
Expansion of New York loans precedes by a considerable 
interval the rise of security prices. 

During a period of business depression, then, we find 
that the loans of outside banks are low, and New York 
bank loans are high. At such a time security prices are 
low but funds are flowing into New York from outside 
banks and bank credit is available in New York at low 
rates of interest. Presently seciuity prices rise and later 
business revives. With a revival of business outside 
banks withdraw their funds from New York. The de- 
posits (and loans) of New York banks decline and aggre- 
gate loans of outside banks increase. Security prices 
continue to increase, however, perhaps through the 
entry of the general public into the security markets. 
Then foUows a period of financial strain characterized 
by low aggregate loans in New York, high aggregate 
loans outside New York, decreasing security prices and 
active business. The strain continues until it is relieved 
by liqiudation in commodity markets. If the pre-war 
sequence just described persists today under the federal 
reserve system, we should expect a flow of fimds toward 
New York at no distant date. 
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